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THE CASE FOR A BALANCED BUDGET" 


i thes: problem of budgetary policy may be reduced, in 
essence, to the question of when, if ever, there should 
be a condition of balance between receipts and payments. 
Various answers have been proposed. Some would approve 
a balance only in the most prosperous years when, it is 
usually added, “there will be a large national income and 
full employment.” Others would include “normal” years 
as well as prosperous years, although the difficulty of iden- 
tifying a normal year is obvious. Still others would call for 
a balanced budget as the regular fiscal practice to be fol- 
lowed consistently, notwithstanding considerable variation 
in economic conditions. 

The tolerance of budget deficits in these varying views 
is, of course, inverse to the attitude toward a balanced con- 
dition. The basis of such tolerance is ordinarily a belief that 
the alternative to a balanced budget is, under some circum- 
stances, a lesser evil than a balanced condition. The situation 
which is most often brought in as being one involving a 
greater evil than a deficit, is unemployment. Advocates of 
a balanced budget as the regular fiscal practice are de- 
nounced as stony-hearted Tories who are utterly indifferent 
to the suffering and distress of those who are without work 
and income. On the other hand, the increase of debt for 
the purpose of providing relief to those without jobs is 
hailed as the acme of justice and humanitarianism. 

The choice, in a depression, is not necessarily between 
budget balance and widespread distress. There is a definite 
responsibility, which government must share with indi- 
viduals, for the relief of distress. We have never tried 
to discharge this responsibility under a balanced budget, 
adequately supported by a diversified tax system and sup- 
plemented by the huge fund accumulated from the proceeds 
of the unemployment compensation taxes. Without a fair 
trial it will never be known for certain whether or not it 
can be done. The choice of policies therefore lies between 
the following alternatives—first, doing those things which 
will tend to hold unemployment at a minimum and pro- 
viding the needed relief under a balanced budget; and 
second, ignoring the remedial measures and the balanced 
budget by prompt resort to deficit financing. 

1 This is the third in a series of three articles on the implications of a 


balanced budget. The earlier articles appeared in the Tax Review for 
December, 1945, and January, 1946 


Various factors have contributed to the readiness with 
which the second of the above alternatives has been 
adopted. In the first place, taxation is currently burden- 
some, whereas the full burden of debt becomes apparent 
only at a later time. Secondly, there is the failure to recog- 
nize that unemployment is a symptom of fundamental mal- 
adjustments and that spending to relieve the symptom is 
no cure for the disease which produces it. Finally, the 
public debt has been rationalized and is exalted to the 
high position of a beneficient and fructifying element in 
the economy. The remoteness of its burden has contributed 
greatly to belief in its supposed advantages. Having ac- 
cepted in so large degree this rationalization of the debt, 
resort to it becomes an acceptable means of escape from 
dealing with the more troublesome maladjustments which 
exist. It thus becomes easy to regard the budget as the 
absorber of all shocks experienced by the economy. 

The primary purpose in this essay is to challenge the 
concept of the debt as a beneficient element in the econ- 
omy. Before proceeding with this subject, it is desirable 
to repeat, for emphasis, some points that have been made 
in earlier articles with respect to unemployment as a symp- 
tom rather than an original cause.2 

A popular, but in this writer's opinion, fallacious ex- 
planation of unemployment is that it is caused by a 
deficiency of purchasing power. The employer, it is said, 
cannot maintain sales because of a lack of purchasing 
power, hence he must discharge workers. The loss of 
income by these workers causes sales volume elsewhere to 
decline, thereby leading to more lay-offs, a further loss of 
purchasing power, and so on. 

This explanation is faulty in that it ignores the actual 
sequence of events, which is that the lay-off precedes the 
loss of income. There may be cumulative developments 
once unemployment has begun, but the theory does not 
adequately explain why the first employers who reduce 
production must do so, since, up to that time, all workers 
have been paid regularly and there could have been no 
decline of income until after the lay-offs had begun. It 
also ignores all of the other factors and conditions which 
can and do interrupt production. 


2 Cf. The Tax Review, October and December, 1945. 
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It is doubtful if it be possible, through any sort of 
action, to prevent the emergence of all these interrupting 
factors and conditions. Ability to do so would mean ability 
to abolish the economic cycle. Until there is agreement, 
on a demonstrated empirical basis, as to what are the 
causes of economic cycles, formulation of a control policy 
would be difficult. Even complete regimentation would 
hardly suffice, to the extent that international influences may 
contribute, and it would in any case be too high a price 
to pay for the experiment. 


We do know, however, from experience, that reversals 
of trend from boom to depression have been intensified by 
various errors of policy. These errors have been, by far 
the greater part, in nonfiscal fields, They include bad bank 
and other private credit policy, ill-advised construction, im- 
proper foreign trade practices, indefensible wage-cost-price 
relationships, and many other things. Each is a thorny 
subject to handle, both as an objective economic problem 
and as an emotional, political issue. 


Nevertheless, it is with fundamental maladjustments of 
the sort mentioned above that we must deal if we are to 
get down to the roots of the difficulty of which unemploy- 
ment is a symptom. The government's budget policy has 
no relation to this task. Whether it be balanced or not is 
of no consequence, so far as concerns the essential problem 
of understanding the economic cycle and of avoiding the 
numerous mistakes which, at least, intenisfy it. 


The doctrines that have been recently popularized rela- 
tive to the role of fiscal policy have been detrimental, both 
to a proper understanding of the central problem and to 
the formulation of correct measures for undertaking to deal 
with it. So great is the faith that mere spending, in sufficient 
amount, is a cure-all, and so successful has been the job of 
rationalizing the public debt as a good thing, per se, that it 
has become virtually impossible to gain public support for 
more constructive measures or to direct public attention 
toward consideration of the basic issues. 


It is highly important that the problem of large-scale 
unemployment be dealt with in ways more fundamental 
than public spending. Budgetary deficits do not really pro- 
vide employment in the ordinary and accepted meaning of 
this term. They are, rather, a method of providing relief. 
It will be argued that some of the things done under 
emergency appropriations are useful additions to the 
community's stock of public capital goods. This may be 
true, but the utility of the goods created would be as great 
if they were paid for out of current revenues as it would 
be if they were financed by budgetary deficits. Neither the 
method of financing nor the timing of the operation have 
any bearing on the usefulness of the things done. The 
fact that it is proposed to do them at a time when unem- 
ployment exists is an indication that the relief motive 
is paramount. 


We turn now to the arguments that have been advanced 
in support of the alleged advantages of public debt. 


The first argument is that a public debt is beneficial be- 
cause it supplies a backlog of safe, highly liquid investment 
paper for financial institutions such as banks and insurance 
companies. It is said, also, to provide an element of security 
to those with sizeable fortunes, who are thus the more 
readily inclined to make venturesome investments with a 
portion of their capital. Professor Hansen has expounded 
this view in his book entitled, Fiscal Policy and Business 
Cycles.3 


This argument cannot be used to prove that a public 
debt is essential to the stability of banks and insurance 
companies, or to the growth of risk investments. At best it 
will serve to postulate certain advantages deemed to be 
supplied by the existence of a debt, provided one is not 
required to show that private financial institutions could 
not have developed stature and strength had the debt not 
existed. Furthermore, it is evident that such benefits of the 
above sorts as can properly be claimed are realizable from 
a small or moderate debt. In fact, it would appear that 
their realization would be much more likely if the debt 
were of moderate size. Genuine liquidity for debt or other 
negotiable paper involves such market demand and support 
as to assure any specific holder the opportunity of sale 
without loss. With a huge debt there would be far greater 
likelihood of severe price changes in the event that holders 
of substantial amount sought to liquidate. The sharp de- 
cline of the Liberty Bonds after World War I is a case 
in point. It is well understood that debt holders today 
must refrain from large-scale selling, by mutual consent, 
and for strong reasons of mutual protection. Liquidity 
achieved by the support of the central banks and the 
Treasury is artificial and precarious, hence none too reas- 
suring to institutional or individual investors. 


No elaboration of the point is needed to show that a 
huge debt, by its very size, is a menace to its own safety 
and security. These attributes rest on the productive capac- 
ity and energy of the people since the government cannot, 
by any economic legerdemain, support the value of its own 
debt. Even the open market operations by which an effort 
might be made to prevent serious price decline involve 
further juggling with credit resources or with the creation 
of fiat currency. A huge debt will always present, also, the 
prospect of efforts to lighten the debt load by further 
currency devaluation, a case for which would be offered 
on the ground that the action would be only a legalization 
of a condition made factual by the size of the debt itself. 


It is unnecessary to debate at length the question whether 
or not some public debt may be advantageous. It seems 
clear that such benefits as may exist are far more likely 
to be realized with a small than with a large debt. As an 
illustration of relative magnitudes, it is suggested that a 
debt equal to 10 per cent of the value of the nation’s pro- 
ductive equipment would far better satisfy this requirement 
than a debt equalling 150 per cent of that value. 


8 Alvin H. Hansen, Fiscal Policy and Business Cycles, Chapter IX, **The 
Growth and Role of Public Debt,’’ New York, 1941. 
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A second line of argument in a rationalization of the 
public debt is that it will contribute to an expanding 
economy and to the attainment of full employment. This 
position requires a more or less continuous increase of the 
debt, which naturally involves no effort at redemption. 


Various doctrines have been advanced to support this 
general viewpoint. One is that an internal debt is no 
burden since “we owe it to ourselves.” An illustration of 
this idea is provided by a pamphlet issued by the National 
Resources Planning Board in 1942. The following is taken 
from that publication:4 


Stated broadly, we should keep clearly in mind 
the fact that balanced against the taxes required 
to cover interest charges are the interest receipts 
of institutions and individuals who own the 
bonds. Thus the fact is that our public debt, 
owned as it is mainly by institutions performing 
useful and necessary services, is no such burden 
on the community as is commonly supposed. The 
tax funds collected to meet interest charges are 
not lost. They are paid right back again, largely 
to institutions that benefit the community as a 
whole. At the worst, the taxes are collected from 
one group of citizens and paid out to another 
group—the bondholders. 


This passage correctly describes the transfer character 
of taxing and spending. The money goes in and comes out. 
The inference is that the size of the debt, and therefore 
the size of the transfer payments for debt service are of 
no consequence, which means that the debt itself may as 
well be a large as a small one. What is overlooked, or at 
least not made clear in the discussion from which the above 
passage is excerpted, is the effect of the taxes upon the 
taxpayers. If the taxes for debt service, or for other pur- 
poses, become heavy enough to impair the incentives of 
those who must pay them, production, employment, and 
income are adversely affected. The bad effects thus pro- 
duced are by no means offset by the fact that other members 
of the community are receiving the funds paid out as 
interest on the public debt. 


A third approach to the proposition that public debt is a 
good thing rests on the supposed advantage of an expanding 
debt. The increase is said to be justified, provided the 
rising interest cost does not absorb a greater proportion of 
national income. This view is presented in Sir William 
Beveridge’s book.5 It is stated there that as part of a full 
employment policy it may be necessary to reckon with a 
steadily rising debt in peace time. Mr. Kaldor, who 
contributed a long appendix to the book, recognizes the 
possibility of adverse effects from heavier taxes for debt 
service, despite their transfer character, but he holds that 


* National Resources Planning Board, After the War—Full 
Alvin H. Hansen, Washington, January, 1942. — ee 


5 William Beveridge, Full Employment i F i i 
Nicholas Kaldor, especially bp. 394-401. aie ialiatieadiieenartienties 


this need not occur, provided the rising cost of debt service 
does not require a larger proportion of the national income. 


The argument rests on the assumption that output per 
man hour will continue to increase in the future as hereto- 
fore, as a result of technical progress and the accuniulation 
of capital. After allowance for changes in the British 
working population produced by the shift of a greater 
proportion of the whole population into the higher age 
groups, for a shortening of the work week, and for 
changes in the price level, he concludes that a steady rise 
of the national income will occur. Government, it is 
asserted, can therefore continue to borrow up to the point 
at which an established constant ratio of interest payment 
to national income would not be disturbed. Without here 
entering into the details of the calculation, it may suffice 
to note that at an average interest rate of 2 per cent, Mr. 
Kaldor estimates that the British Government could borrow 
as much as £775 million per annum over the period 1948- 
1970 without having to raise any new taxes for the main- 
tenance of budgetary equilibrium.6 The estimates are said 
to hold regardless of what is done with the borrowed 
funds. “. . . they hold even if the loan money is spent on 
objects of current consumption, or on completely useless 
purposes, such as digging holes and filling them up again.” 


A characteristic failing of the planners, ‘do-gooders,” 
and other brands of reformers has always been theis 
ignorance of, or their indifference to, the economic system 
upon which they seek to foist their foolish ideas. As this 
writer has said earlier, they evidently assume? 


. . . that the whole enormous complex of pro- 
ductive factors and forces is here to stay, that it is 
indestructible, that it will continue automatically 
through an indefinite future to grind out a grist 
of goods and services so huge as to flood us with 
an embarrassing abundance of riches, and that its 
maintenance, preservation, and enlargement are 
matters of no concern. 


Thus, in the discussion by Messrs. Beveridge and Kaldor, 
cited above, it is assumed that technical progress and 
capital accumulation will continue as heretofore, regardless 
of the foolish, possibly hostile, acts of government. This 
could be true only if invention, saving, and investment 
were as automatic as breathing. It could be true only if the 
workers, individually or through their organizations, never 
imposed restrictions on output or hindered in other ways 
the expansion of production and the lowering of costs 


There is a still more fundamental fallacy in the argument 
under discussion. It involves a confusion of thought re- 
garding the significance of the national income concept. 
Britain is told by Messrs. Beveridge and Kaldor that the 
use made of the loan funds is of no consequence. The 
national income will rise because of the borrowing regard- 


© Beveridge, op. cit., p. 400. 
7H. L. Lutz, Guideposts to a Free Economy, Chapter III, p. 24. 
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less of the purpose for which the borrowed funds are spent. 
This is true, since the effect of the borrowing will be an 
inflation of prices which will automatically create the illu- 
sion of a greater national income and a more ample pros- 
perity. But the inference which these authors expect the 
British people to derive, namely, that a higher level of 
well-being will thereby be attained, is wholly unwarranted. 
They will merely pay higher prices for no greater volume of 
consumable goods and services than existed before. Such a 
result will be hastened by devoting the loan funds to 
useless purposes, for their only contribution to national 
income in that event is through price inflation. 

A fourth argument in support of a public debt is that 
it is a means of providing certain public assets which con- 
tribute a flow of real income to the citizens. Thus, debt 
issued to provide roads, public buildings, parks, etc., is 
deemed to be a beneficient influence. The so-called “value” 
of these assets is sometimes deducted from the gross debt 
to demonstrate how small is the net debt burden.8 

It is obvious, of course, that a certain equipment of 
public buildings, roads, and other facilities is useful and 
necessary. But the utility of this equipment has no relation 
whatever to the manner of its financing, although the public 
debt argument is often used to imply that in some way the 
utility is greater if borrowed funds are used. The case for 
loan financing of non-liquidating capital improvements 
should depend, not on the character of the project but on 
its size in relation to the resources of the district that under- 
takes it. For example, a small school district would need to 
borrow the funds for a new school building, but a large 
city which required an additional school building every 
year on account of the growth of its school population 
might as well treat the cost as a current expense.9 

Moreover, a sound application of the principle neces- 
sarily involves retirement of the debt within the useful life 
of the improvement. The flow of benefits from it ceases with 
the end of its useful life. If the original debt has not been 
retired, and if new debt is issued to replace the facility, a 
community which follows such a policy will eventually owe 
the money for several sets of roads and public buildings 
while still having only one set in use. No state now permits 
its local subdivisions to indulge in profligacy of this sort. 
The modern public debt cult, with its teaching that public 
credit is an instrument of policy, and that the obligation 
incurred may be kept or disregarded according to the dic- 





8 For an illustration of this procedure, cf. The Budget Message of th 
President for the Fiscal Year ending June 30, 1940, pp. x, = iad 

® For a more complete discussion, cf. H. L. Lutz, Public Finance, 1936, 
pp. 728-730. 
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tates of some broader aspect of policy, is responsible for 
the view that national debt is mysteriously different from 
the debt of private individuals or corporations. 

It is appropriate to summarize briefly the argument in 
this series of discussions of budget policy: 

1. The effectiveness with which the economic machine 
will operate depends on many factors aside from fiscal 
policy. Sound measures and programs are as essential in 
these other fields as they are in the realm of government 
finance. The people have been misled, and ace in danger 
of being betrayed, by the false teaching that through manip- 
ulation of fiscal policy all other errors can be neutralized 
or written off. The budget should not be used as the shock 
absorber against all sorts of economic and political mistakes. 

2. Budgetary balance is feared by some on the ground 
that it does not counteract the deficiencies in purchasing 
power said to arise from over-saving. Consideration of the 
motives for saving suggests that insofar as the investment 
return is influential, its disappearance would halt the sav- 
ing process; and that, insofar as the security purpose is 
dominant, the subsequent attainment of this goal will 
involve spending. To overcome an apparent deficiency in 
purchasing power through production at lower cost and sale 
at lower prices is far more effective than by providing the 
people with more money to spend through budgetary 
deficits. 

3. Any advantage that can be claimed for the debt as a 
stabilizing investment medium will be far better realized 
from a small than a large debt. On the other hand, con- 
tinuous debt increase for the purpose of expanding the 
national income produces this effect through price inflation. 
Such result becomes more definitely certain when the loan 
funds are devoted to unproductive uses. 

It follows, therefore, that we have no valid basis on 
which to rationalize the existing public debt as a beneficient 
influence. It should be recognized as a serious problem. 
Instead of adding to it, even for purposes of such primary 
importance as tne relief of unemployment, we should plan 
to deal with this and other problems in ways that will avoid 
further debt increase. Once we shall have agreed that this 
apparently easy way of meeting even the real emergencies, 
not to mention the many imaginary ones, is to be here- 
after closed, we can face up to the job of handling them 
inside the budget. And this, in the long run, will really 
be the easy way. 

Harvey L. Lutz 
Professor of Public Firance 
Princeton University 
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